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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students’ Department.]
Examination in Accounting Theory and Practice—Part I
November 14, 1929, 1 P. M. to 6 P. M.
The candidate must answer the first three questions and one other question.
No. 1 (38 points):
You are employed to certify a balance-sheet of the Bed Manufacturing 
Company as at December 31, 1928. At the date of your examination— 
March, 1929—the company had closed its books for the year 1928 and pre­
pared therefrom the following income-and-expense statement:
The Bed Manufacturing Company
Income-and-expense statement—year ended December 31, 1928
Sales:
Model 1120 (11,246 units)............................................... $269,904
“ 1220 (1,824 “ )................................................. 48,336
Repairs (both models)...................................................... 9,040
$327,280
Less: trade discounts (6%).............................................. 19,094
$308,186
Cost of sales: 
Inventory—January 1, 1928....................................... $215,422
Purchases—raw material and supplies.......................... 82,911
Enameling cost (outside work)....................................... 19,605
Crating................................................................................ 14,271
Other productive labor..................................................... 48,343
Manufacturing expenses................................................... 36,202
$416,754 
Less: inventory—December 31, 1928............................ 214,930 201,824
Gross profit............................................................................ $106,362






Telephone and telegrams................................................. 896
Taxes—local....................................................................... 800
Incidentals.......................................................................... 1,275 73,867
Operating profit..................................................................... $ 32,495
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Additions to income: 
Interest on bank balances and notes......................... $ 43
Discounts on purchases.................................................... 128 $ 171
$32,666
Deductions from income: 
Interest on notes payable............................................ $ 1,823
Discounts on sales (cash)................................................ 3,613 $ 5,436
Net income before federal income tax............................... $ 27,230
You ascertain that the company maintains no cost-finding records, as part 
of the general bookkeeping system, but fixes its prices on the basis of estimated 
production costs.
Your attention is directed, almost immediately, to the fact that the relative 
balance-sheet presented shows an inventory value of approximately 75 per 
cent of the total current assets, an analysis of which discloses the following:
Summary of inventory—December 31, 1928
Model Quantity Unit Total
price
Finished stock in warehouse—crated:
1120 Mahogany................................. .. 1,089 $17.75 $19,329.75
1120 Walnut...................................... .. 1,527 17.75 27,104.25
1220 Mahogany................................ 477 21.50 10,255.50
1220 Walnut...................................... 686 21.50 14,749.00
Finished stock wrapped but not crated:
1120 Mahogany................................. 220 17.35 3,817.00
1120 Walnut...................................... 118 17.35 2,047.30
1220 Mahogany................................. 86 21.00 1,806.00
1220 Walnut...................................... 22 21.00 462.00
Finished parts in stock-room:
1120 Mahogany—head ends........... .. 2,643 9.00 23,787.00
1120 Walnut — “ “ ........... 471 9.00 4,239.00
1220 Mahogany— “ “ ........... .. 1,876 11.50 21,574.00
1220 Walnut — “ “ ........... 803 11.50 9,234.50
1120 Mahogany—foot ends............ .. 2,415 7.00 16,905.00
1120 Walnut — “ “ ............ 402 7.00 2,814.00
1220 Mahogany— “ “ ............ .. 1,944 8.75 17,010.00
1220 Walnut “ ............. .. 1,112 8.75 9,730.00
1120 Mahogany—side rails............ .. 4,818 1.25 6,022.50
1120 Walnut — “ “ ............ .. 1,202 1.25 1,502.50
1220 Mahogany— “ “ ............ .. 4,136 1.25 5,170.00
1220 Walnut “ ............ .. 1.532 1.25 1,915.00
Cast-iron and sheet-iron parts—not enameled:
1120—head ends............................... 465 8.75 4,068.75
1220— “ “ ............................... 205 11.25 2,306.25
1120—foot ends................................. 407 6.75 2,747.25
1220— “ “ ................................ 226 8.50 1,921.00
1120—side rails................................. .. 1,013 1.15 1,164.95
1220— “ “ ................................. 600 1.15 690.00
Casters:
1120..................................................... 72 gross 18.75 1,350.00
1220..................................................... 46 “ 26.25 1,207.50
Details of the inventory, as at January 1, 1928, were not available.
With the foregoing data before you, prepare a report in detail containing 
comments on existing conditions and suggestions for improvement.
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Solution:




As requested by you, we have made an examination of the books and records 
of the Bed Manufacturing Company, Fort Wayne, Indiana, for the purpose of 
preparing a certified balance-sheet as at December 31, 1928. During the course 
of our examination, we ascertained that the company kept no cost-finding 
records as a part of the bookkeeping system and we made a detailed investiga­
tion of the inventory, since its value represented approximately 75 per cent of 
the total current assets.
We ascertained that the inventory of merchandise on hand at December 31, 
1928, was valued at estimated production costs which were found to be un­
reliable. A test indicated that the estimated costs of the component parts of 
each of the two models were in excess of the estimates used in valuing the com­
pleted beds. This inconsistency is brought out in the following tabulation:
Particulars Model Model
 1120 1220Inventory value of 
1 head end............................................................................... $9.00 $11.50
1 foot end................................................................................. 7.00 8.75
2 side rails at $1.25 each........................................................ 2.50 2.50
4 casters at $ .13 each...................................................... .52
4 casters at $ .18 each........................................................ .72
Inventory value of unassembled finished parts, before con­
sidering wrapping and crating........................................... $19.02 $23.47
Inventory value of finished stock, wrapped, but not crated.. 17.35 21.00
Difference in the inventory value (not including cost of as­
sembling and wrapping, which would increase the dif­
ference).................................................................................. $ 1.67 $ 2.47
The unreliability of the estimated production costs is brought out also if a 
comparison is made of certain of these estimates with the actual costs. For
example:
The cost of enameling, according to the profit-and- 
loss statement prepared from the books, of the 
13,070 beds sold during the year amounted to .... $19,605.00
The estimated production cost of enameling accord­
ing to the inventory was 70 cents per bed. The 
estimated cost of enameling the 13,070 beds sold, 
therefore, would be 13,070 X 70 cents, or.........  9,149.00





The cost of crating, according to the profit-and-loss 
statement prepared from the books, of the 13,070 
beds sold during the year, amounted to...........  $14,271.00
The estimated production cost of crating as used in 
the inventory and applied to the sales for the year 
would be:
Model 1120—11,246 beds at 40 cents.................. $4,498.40
Model 1220—1,824 beds at 50 cents................. 912.00 5,410.40
The excess of the actual cost over the estimated cost 
amounts to............................................................. $ 8,860.60
As the inventory at January 1, 1928, $215,422, was only $492 more than at 
December 31, 1928, $214,930, and as the opening inventory was not available 
for our inspection, it was assumed in the above comparisons that both in­
ventories were substantially the same, both in units and in amounts. As the 
records did not permit an analysis to determine the cost of repairs, which were 
treated as income ($9,040), no adjustment could be made to relieve the ac­
counts of such cost.
A comparison of cost of the beds sold during the year, based upon the esti­
mated inventory values and based on the cost shown in the profit-and-loss
statement, shows:
Model 1120—11,246 units at $17.75.............................................. $199,616.50
Model 1220—1,824 units at 21.50.................................................. 39,216.00
Cost of sales based upon estimated inventory values.................... $238,832.50
Cost of sales per profit-and-loss statement................................... 201,824.00
Difference................................................................................... $ 37,008.50
The company appears to be more than adequately stocked on model 1120, 
and very excessively stocked on model 1220. The average monthly sales re­
quirements of the two models, based on the quantities sold during 1928 as 
shown by the profit-and-loss statement, are determined as follows:
Model 1120 Model 1220
Number sold during year.......................................... 11,246 1,824
Average number sold per month.............................. 937 152
The number of months’ supply of finished stock, including that crated and 
that not crated, reflected by the detailed inventory, was as follows:
Quantities:














Considering, further, the number of beds provided for by the enameled 
finished parts on hand, we find the following:
Model 1120 Model 1220
Mahogany
Beds provided for by finished parts:
Walnut Mahogany Walnut
Head ends (1 per bed)................... 2,643
Foot ends (1 per bed).................... 2,415




Considering only the complete beds which can be prepared from the smallest 
number of available parts for each model and finish, we find that the company, 
in addition to considerable quantities of odd parts, had finished parts sufficient 
to assemble additional beds as follows:








Assembling these items, we find that the company possessed finished or 
nearly finished stock sufficient for future sales requirements as follows:




Months’ requirements provided by: 
Finished stock..........................................................
Finished parts..............................................................
It is very doubtful whether the carrying of six months’ requirements is 
necessary, and certainly there is no necessity of carrying over two years’ re­
quirements. And it should be noted that these figures do not include the odd 
finished parts which would remain after assembling beds from the enameled 
parts, nor the unenameled cast-iron and sheet-iron parts.
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The points brought out in the above report suggest very forcibly the need for 
a practicable and accurate system of cost-finding and inventory control, from 
which regular reports on costs and on inventory could be prepared for the 
executive in charge. Production should be restricted to the manufacture of 
those parts necessary to complete the beds in process, and sales effort should be 
increased to dispose of those on hand, particularly model 1220.
Yours truly,
No. 2 (30 points):
The directors of five corporations, all situated in the same state, desire to 
consolidate. With that end in view they draw up and sign an agreement to 
be submitted to all stockholders of record, setting forth the plan of the pro­
posed consolidation and stating its purposes and advantages.
You are called upon to audit the books of account and records of the five 
companies and to present a certified balance-sheet showing the book value 
of the capital stock of each company. You are then to prepare a schedule 
showing how much stock of the new corporation should be issued in payment 
for the stock of the companies about to be consolidated.
You are next required to prepare a balance-sheet giving effect to the con­
solidation, after it has been unanimously approved.
The result of your audit of the individual companies, as of January 1, 1929, 
accepted by the several boards of directors, was as follows:
Carter Atlas Ladd Reliable Excelsior
Assets Yarn Mills Cotton Finishing Print
Co. Mills Co. Works
Cash.............................. $ 3,198 $ 167,071 $ 54,316 $ 8,464 $ 7,800
Inventories................... 402,649 376,476 384,627 32,904 265,644
Fuel and supplies........ 17,270 18,759 20,241 2,876 14,290
Accounts receivable—
Selling agents.......... 24,756 130,974 42,420
Other........................ 2,200 55,402 2,125 98 10,456
Mill store account.... 17,846
Insurance unexpired.. . 2,500 4,250 16,241 387 564
Interest accrued.......... 1,451 2,341 1,298 963 1,400
Property and plant. . . 950,000 1,054,674 1,265,455 175,602 141,750
Other real estate.......... 75,000 24,000
Investments................. 25,000 655,810
$1,504,024 $1,809,947 $2,484,379 $221,294 $441,904
Liabilities
Notes payable.............. $ 175,000 $ 300,000 $ 75,000 $ 62,850 $110,000
Accounts payable........ 3,675 22,380 8,444 121,864
Wages accrued............ 5,437 2,675
Reserves for 1928 in-
come taxes............... 14,645 16,245 14,475
Reserves for deprecia-
tion............................ 650,000 452,853 928,332 30,743
Surplus......................... 179,024 38,774 486,223 62,147
Profit for previous six
months...................... 450,762
Capital stock — com-
mon........................... 500,000 1,000,000 500,000 150,000 100,000
$1,504,024 $1,809,947 $2,484,379 $221,294 $441,904
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The Carter Yarn Co. owns 250 shares of capital stock of Excelsior Print 
Works, and Ladd Cotton Mills owns 12,260 shares of Atlas Mills. Both 
blocks are carried on the books at cost.
The capital stock of the companies is as follows:
Carter Yarn Co................................... 25,000 shares, par value $ 20
Atlas Mills........................................... 20,000 “ “ “ 50
Ladd Cotton Mills.............................. 5,000 “ “ “ 100
Reliable Finishing Co......................... 1,500 “ “ “ 100
Excelsior Print Works........................ 1,000 “ “ “ 100
The new corporation is organized under the name of the Carter Ladd 
Corporation with an authorized capital stock of 75,000 shares, par value 
$100 each.
The Reliable Finishing Co. and Excelsior Print Works are taken into the 
merger at 100 per cent of their capital stock, surplus and all reserves; the 
other three companies at 80 per cent. This is to be computed to the nearest 
whole number of shares and the balance applied to surplus.
Solution:
The problem states that the Reliable Finishing Co. and the Excelsior Print 
Works are taken into the merger at 100 per cent of their capital stock, surplus 
and all reserves; the other three companies at 80 per cent. The only reserves 
shown in the balance-sheets of the companies are reserves for 1928 income 
taxes and reserves for depreciation, and, as required, under a literal interpreta­
tion, these reserves are considered in determining the number of shares of the 
new company to be distributed. It is a little difficult to understand why any 
of these merging companies should receive stock without deduction for a 
liability such as that represented by the reserve for taxes, or why it should 
receive stock without deduction for accrued depreciation of assets. However, 
the instructions in the problem appear to be definite, and therefore the reserves 
are added to the stock and surplus.
Incidentally, it is strange that the balance-sheet of Reliable Finishing Co. 
should include $963 of accrued interest receivable when its total receivables 
amount to only $98. However, the problem informs the candidate that the 
balance-sheets submitted are “the result of your audit,” and for that reason 
(if for no other) it would probably be inexpedient for the candidate to question 
such matters.
In determining the stock allotment what shall we do about Carter Yarn 
Company’s investment in Excelsior Print Works, and with Ladd Cotton Mills’ 
investment in Atlas Mills? If, for instance, we give Carter Yarn Company 
stock of the new company based on its stock, surplus and reserves, we shall be 
paying it for all of its net assets; but after we have apportioned stock to the 
other companies they will distribute the new stock to their stockholders, and 
since Carter Yarn Company owns one fourth of the stock of Excelsior Print 
Works the Excelsior Print Works will distribute one quarter of the Carter 
Ladd Company stock to the Carter Yarn Company. Thus the Carter Yarn 
Company will be paid twice for its investment in Excelsior Print Works stock; 
once when it receives stock direct from Carter Ladd Company, and again when 
it receives Carter Ladd stock from Excelsior Print Works. Therefore, the 
equitable thing to do appears to be to deduct the intercompany stockholdings 
from the capital stock, surplus and reserves of the several companies in deter­




































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Corporation, because companies holding stocks of affiliated companies will be 
compensated therefor later when such affiliated companies distribute Carter 
Ladd stock to their stockholders. It is for this reason, therefore, that the inter­
company stockholdings are deducted in the working papers on page 67, set 
up to determine the amounts of Carter Ladd stock to issue direct to each 
merging company. These working papers indicate the number of shares which 
each company is to receive for its net assets exclusive of intercompany stock­
holdings, the adjustments to compensate companies for their intercompany 
stockholdings, and the total or net amount of Carter Ladd stock which each 
company is to receive.
Carter Ladd Corporation 





Selling agents...................... $ 198,150.00
Other..................................... 70,281.00 268,431.00
Inventories............................... 1,462,300.00
Fuel and supplies.................... 73,436.00 $2,045,016.00
Interest accrued.......................... 7,453.00
Insurance unexpired................... 23,942.00
Mill store account...................... 17,846.00
Property, plant and other real estate:
Property and plant................ $3,587,481.00
Less: reserve for depreciation . 2,061,928.00 $1,525,553.00
Other real estate..................... 99,000.00 1,624,553.00
Goodwill....................................... 1,199,980.00
$4,918,790.00
Liabilities and net worth
Current liabilities:
Accounts payable.............................................. $ 156,363.00
Notes payable.................................................... 722,850.00
Reserve for 1928 income taxes....................... 45,365.00
Accrued wages................................................... 8,112.00$ 932,690.00
Capital stock:
Authorized—75,000 shares of a par value of 
$100 each.................................................... $7,500,000.00
Less: unissued.................................................... 3,513,900.00 3,986,100.00
$4,918,790.00
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In preparing the balance-sheet after the merger it is assumed that the 
reserves for income taxes and for depreciation will be carried to the books of 
the new company, although they are not regarded as liabilities or deductions 
from assets in determining the stock allotment. Therefore the balance-sheet 
of the Carter Ladd Corporation will be merely a combined balance-sheet of the 
five merging companies after (the following numbers in parentheses refer to 
adjustments in the working papers on page 68) (1) eliminating the inter­
company stockholdings, which will have disappeared, (2) setting up the capital 
stock of the new corporation to be outstanding, (3) eliminating the capital 
stocks of the old companies, which will be retired, (4) eliminating the surplus 
accounts of the old companies, since they can not properly be carried to the 
books of the new companies, and (5) setting up a balancing figure of goodwill. 
The problem states that stock is to be issued to the nearest whole number of 
shares and the balance applied to surplus. Since a new corporation can not 
reasonably start with a surplus, particularly when it is offset by an arbitrarily 
established goodwill, it seems proper to reduce the goodwill by this surplus 
residue, which has been done in the working papers on page 68.
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